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Statutory and Institutionalised framework for Monetary Policy; Central Government in
consultation with RBI announces the Inflation Target of Four Percent

New Delhi, 5" August, 2016
Shravana 14, 2016

The Finance Minister had announced in his Budget Speech for 2016-17 the Government’s
intention to amend the Reserve Bank of India Act, 1934 (RBI Act) to provide for a statutory and
institutionalised framework for a Monetary Policy Committee (MPC). The Preamble in the RBI

Act, as amended by the Finance Act, 2016, now provides that the primary objective of the
monetary policy is to maintain price stability, while keeping in mind the objective of growth, and

to meet the challenge of an increasingly complex economy. RBI would, accordingly, operate a
Monetary Policy Framework. Thus, now there is a statutory basis for a Monetary Policy
Framework and the MPC. A Committee-based approach will add lot of value and transparency to
monetary policy decisions. Out of the six Members of MPC, three Members will be from the
Reserve Bank of India (RBI), including the Governor, RBI, who will be the ex-officio
Chairperson, the Deputy Governor, RBI and one officer of RBI. The other three Members of
MPC will be appointed by the Central Government, on the recommendations of a Search-cum-
Selection Committee. These three Members of MPC will be experts in the field of economics or
banking or finance or monetary policy and will be appointed for a period of 4 years and shall not
be eligible for re-appointment. The meetings of the MPC shall be held at least 4 times a year and
it shall publicise its decisions after each such meeting.

Government decided to bring the provisions of amended RBI Act regarding constitution
of MPC into force on June 27, 2016 so that statutory basis of MPC is made effective. Rules
governing the procedure for Selection of Members of Monetary Policy Committee and Terms
and Conditions of their Appointment and factors constituting failure to meet inflation target
under the MPC Framework were also notified on June 27, 2016.

Functions of the MPC
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The MPC would be entrusted with the task of fixing the benchmark policy rate (repo rate)
required to contain inflation within the specified target level. Under sub-section (1) of section
45ZA of the RBI Act, the Central Government, in consultation with the RBI, determines the
inflation target in terms of the Consumer Price Index (CPI), once in every five years. This target
would be notified in the Official Gazette.

Determination and notification of Inflation Target

In exercise of the powers conferred by section 45ZA of the Reserve Bank of India Act,
1934, the Central Government, in consultation with RBI, has fixed the inflation target for the
period beginning from the date of publication of the Gazette Notification (August 5, 2016) and
ending on the March 31, 2021, as under:

Inflation Target: Four per cent.
Upper tolerance level: Six per cent.
Lower tolerance level: Two per cent.

The key advantage of a range around a target is that it allows MPC to recognise the short
run trade-offs between inflation and growth but enables it to pursue the inflation target in long
run over the course of business cycle. The rage also accommodates data limitations, projection
errors, short-run supply gaps and instability in the agriculture production, an important factor for
CPI inflation, as food articles have a major weight in the CPI indices. It also allows to
accommodate unanticipated short-term shocks even while nudging public inflation expectations
on the centre of the range, to which the monetary policy will return the economy over the
medium term, leading to transparency and predictability.

Further, if the average inflation is more than the upper tolerance level of 4% + 2%, that
is, 6%, or less than the lower tolerance level of 4% — 2%, that is 2%, for any three consecutive
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quarters, it would mean a failure to achieve the inflation target. Where RBI fails to meet the
inflation target, in terms of the provisions of RBI Act, it shall set out a report to the Central
Government stating the reasons for failure to achieve the inflation target; remedial actions
proposed to be taken by RBI; and an estimate of the time-period within which the inflation target
shall be achieved pursuant to timely implementation of proposed remedial actions.

Fixation of an inflation target while giving due emphasis to the objective of growth and
challenges of an increasingly complex economy, is an important monetary policy reform with
necessary statutory back-up.
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